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TO SHAREHOLDERS 


Allan D. Millman, President and Chief Executive Officer 


op THE FOURTH STRAIGHT YEAR, 
THE COMPANY PRODUCED A RECORD PERFORMANCE. IN ALL RESPECTS, IT WAS 


AN EXCELLENT YEAR. 
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N+ INCOME ROSE 40% OVER LAST YEAR TO Siew 33 MILLION. 


EARNINGS PER SHARE GREW TO $1.18 (BASED ON 8,777,290 
SHARES OUTSTANDING) FROM LAST YEAR'S $0.88 (BASED ON 8,363,599 


SHARES OUTSTANDING). 
SALES CLIMBED 18% TO $177.6 MILLION. 


THESE RESULTS PLACE THE COMPANY ON A SOLID FINANCIAL PLATFORM 
FROM WHICH TO INITIATE THE NEXT PHASE OF THE COMPANY'S GROWTH, 


AND AS YOU WILL READ IN THIS REPORT, OUR FUTURE IS BRIGHT. 
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Launched in late November, our new LIGHTNING® vacuum attacked the high-priced segment of the retail 
canister category and, among many leading retailers, instantly dominated it. 


This new product, our third in the line of FANTOM® vacuums and our first canister, delivers many benefits that 
consumers love: It’s powerful, lightweight and offers the unique STAIRHUGGER™ feature, which allows the machine to 
sit firmly on steps while the user vacuums stairs. As with our two uprights, the THUNDER® and FURY® vacuums, it 
features the FANTOM® line’s patented dual-cyclonic vacuuming action, which eliminates the use of filter bags and 
provides constant peak cleaning power, versus the declining cleaning power often experienced with conventional 
vacuums using filter bags. As well, it comes with the highly regarded FANTOM® HEPA air-filtration system. 


Because of the success of our two uprights, we quickly captured broad distribution for the LIGHTNING® 
canister among large mass merchants, catalog and catalog-showroom retailers, warehouse clubs, department 
stores, home-shopping television networks, and hundreds of independent vacuum retailers throughout the United 
States and Canada. We supported the launch with an aggressive direct-response TV advertising campaign, which 
started in the first quarter of 1998, first with a 30-minute infomercial, then followed by two short-form spots, 
60 and 120 seconds in length. Of interest, our long-form ad recently won the Gold Camera Award for first place in 
© the category Television Advertising: Infomercial, at the U.S. International Film and Video Festival. 


Recent U.S. research data, from an independent third-party store-auditing firm, indicates that the 
LIGHTNING® vacuum has caught the imagination of the public. Not only has it captured a major share of the 
market, but it has expanded the canister segment, as well. 


_ Given its excellent early results, we are optimistic a pout:the mature of the FANTOM® LIGHTNING® vacuum. 
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FANTOM TECHNOLOGIES INC. 


MIUM UPRIGHT, THE 
CYCLONE XT™ vacuum, CONTINUED THROUGH YEAR. THIS WILL BE THE FOURTH IN 


OUR EXPANDING LINE OF FANTOM® PRODUCTS, WHICH WE PLAN TO LAUNCH EARLY IN 1999. 


TM 


Befitting its name, this sleek machine looks and is powerful, 
with many new features: It operates with two motors, one to rotate 
the brush, the other to create airflow, thereby improving the 
~ vacuum’s cleaning performance through specialization of tasks. 
Importantly, the brush motor automatically shuts off when an 
object jams the brush, thus saving the belt from breaking; it also 
shuts off when the vacuum is in the upright position, thus 
saving wear and tear on the carpet as the user cleans with the 
wand. It has improved airflow, a more ergonomically- 
positioned carrying handle, a re-designed collection bin, and 
a new tool compartment at the top of the vacuum. Net result: 
superior vacuuming performance. 


We will distribute the CYCLONE XT™ vacuum 


through the same channels as our other FANTOM® products 
and support it with a major DRTV advertising campaign, 
using a 30-minute infomercial and short-form spots. 


With the CYCLONE XT™ vacuum, consumers 
will be able to choose from a range of three FANTOM® 
uprights, with different features and at 

different price points. 


CYCLONE xX 


MANUFACTURING 


In May 1998, the Company officially opened its new manufacturing center 
in West Columbia, South Carolina, and production of the FANTOM® FURY® 
vacuum began on site June Ist. This leased building adds 35,000 sq. ft. of space 

to support the growth of 


the Company’s existing 


products, as well as those coming out 
of our aggressive new-product develop- 
ment program. We now have a total of 
114,000 sq. ft. of manufacturing space 
when we combine our new facility with 


our main plant in Welland, Ontario. 


Importantly, this new facility gives the 
Company a physical presence in the United 


States, where the majority of our sales occur. 


ONGOING 
TeOmOsUER IB US NEES Ss: 


All departments made several changes in their operations during the year, the sum total of which has led to 
enhanced manufacturing procedures, greater quality assurance, better looking and better made products, updated 
information systems and lower costs. Below are highlights of some of these activities: 


e520 9.010 | 


The Company earned its ISO 900! registration last November, from the Quality OE 
Management Institute, after a stringent quality audit of all departments in the Welland FANG O Rt 
plant. The International Standards Organization (ISO) is a worldwide federation, ai 


responsible for developing internationally recognized standards for the manufacture of 
products and the delivery of services. ISO 9001 is the most comprehensive of the ISO 9000 standards, 
because it includes the design of products, like our new CYCLONE XT™ upright, as well as their production. 


NEE We QUALITY -ASSURAN GE EQUIPMENT 


Recently, we installed new quality-assurance equipment on one line in the Welland plant. This highly 
sophisticated data-collection system attaches production and performance information to individual machines during 
production, thereby giving us better control of the manufacturing process. It utilizes scanners, bar codes, and data- 
entry modules, and not only establishes a data file for each vacuum, but also verifies that the product meets all quality 
standards. If the vacuum fails the final test, for instance, the system will refuse it at the end of the line and will send it 


back for repair, also noting and filing the repair data on the product. 


Eventually, we intend to use this equipment to track information on key-component parts in each product. 
This could help us, for example, to trace a problem in the field back to the specific time the relevant component parts 
were manufactured at suppliers, and to the quality data associated with that production. 


With this system, we are raising the quality of our manufacturing output, by improving our ability to analyze 


and solve problems quickly and easily. 


In time, we will add this equipment to the other lines in Welland and our new West Columbia manufacturing center. 


NEW GRAPHICS FOR 
FURY® AND THUNDER® VACUUMS 


We improved many graphic elements on both the FURY® and THUNDER® 

| acuums: We lightened the tint on the collection bins and changed the color of the 
ones and shrouds on both machines toa co-ordinating metallic tone. These subtle 
. changes force the viewer’s eyes to focus right on the dual-cyclonic technology of 
each machine, the heart of the vacuum. Also, we updated the packaging 
graphics. The net visual effect of these improvements is’a space-age feel 

hat suits these advanced products. 


same time, we upgraded the FURY® vacuum from 
2 amps. 


The new improved FURY® vacuum hit the marketplace in June, 1998 
and the THUNDER® vacuum in August. Both products have new 60-second 
DRTV spots to support their introduction. 
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IMPROVED PRODUCT-DESIGN 
CAPABILITIES 


Again this year, we increased the number 
of computer-assisted-design (CAD) stations in 

the engineering department. CAD has become a 
prerequisite to the Company for designing new products and, importantly, 
reducing the time lines from conception through to product launch. Our ever- 
growing CAD center is now fully functional as an Intranet, web-browsing site. This advancement allows 
employees to have access to engineering information, such as engineering notices, material-specification 
changes, and CAD data. It has reduced the flow of paperwork, by putting CAD development into real time, 


and giving everyone, who needs to see them, the chance to inspect drawings as they are developed, 
something not possible before. 


Soon, we plan to expand this system to include our suppliers, using the Internet, so that they too can 
access vital information in real time, thus speeding up the development process and reducing costs. 


NEW HARDWARE AND SOFTWARE 


In order to expand the information-technology (IT) functions, which the Company will need to 
its future growth demands and to improve performance to end-users, the IT department strengthened it 
systems, by upgrading both its hardware and software. We installed two new Compaq 7000 Servers, after 
acting as one of Compaq’s five North American beta sites for this equipment. This new hardware was required 
to meet the needs of the most recent SAP software release and the increase in demand among new users 
within the Company. We also upgraded Windows NT and Oracle software to their latest versions. And IT 
extended the SAP enterprise-information-technology system to include our new West Columbia facility, which 
now operates in real time ‘with the rest of the Company. With these enhancements, our IT department is now 
one of the most advanced IT centers anywhere, for a company our size. 
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Te MAJOR cost REDUCTIONS IN MATERIALS : 


. 
‘ 


The Company con nued to focus on generating cost savings throughout the year and initiated 


programs which should yield annual reductions of several million dollars. 
i ff 


To start with, we were successful in negotiating a single bulk price for our ABS resin, plastic being a 


# major raw material i i deivacuums. This meant working closely with our primary resin supplier and our parts- 


molding suppliers, so that significant price reductions were generated from increasing economies of scale. 


Our two. motor suppliers found new materials and processes to reduce their costs, while still 
Maintaining the performance efficiency of the motors. Similarly, by using a new material, our supplier of 
colléetion bins reduced their cost and improved their appearance as | well. 


, We found two new suppliers of HEPA filters who found ways to reduce the cost of this important part. 


We have reduced our costs in labor assembly and inventorying of component parts, by having our 
plastics suppliers assemble various parts into sub-assemblies which they then inventory until needed by us. 


And, through an important redesign of the circuit board in our LIGHTNING® vacuum, we expect to 
reduce substantially the cost of it, while improving its performance characteristics. We will incorporate this 
circuit board in our new CYCLONE XT™ vacuum, as well. 
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N LAST YEAR’S REPORT, WE DISCUSSED THE 
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: ib se Lea ; oe f ‘ 
F PRODUCTS AND TECHNOLOGIES, AND CHALLENGED OURSELVES 
‘ 


DESIRE TO EXPAND OUR RANGE O 
lat \ 


| { \ 4 
TO BEGIN A THOROUGH SEARCH FOR NEW OPPORTUNITIES. 


Fe AUGUST 1998, WE SIGNED A SERIES OF 


AGREEMENTS WITH OMACHRON TECHNOLOGIES, INC., A DELAWARE COMPANY, COVERING THE 


ACQUISITION AND DEVELOPMENT OF A NUMBER OF TECHNOLOGIES FOR VARIOUS HOUSEHOLD 


APPLIANCES, AND OTHER CONSUMER AND COMMERCIAL PRODUCTS. 


The principal scientists of Omachron have been working together for almost two decades on a wide range of civilian and 
non-civilian projects, including water and waste-water treatment for military, space, and civilian applications; 
electrohydrodynamic (EHD), magnetohydrodynamic (MHD) and pulse-power systems; gas-dynamic lasers; plasma neutralization 
of toxic chemicals; particle separators; new titanium and super-nickel alloys; and turbine engines. Omachron’s scientists have 
worked on new products and processes with numerous companies, including Allegheny Teledyne Incorporated and General 
Electric Company. Increasingly, they have been seeking to exploit their broad base of technologies in civilian commercial projects. 


We are combining our Company’s expertise in product design, manufacturing, and marketing with Omachron’s 
broad scientific knowledge to develop exciting new products with ground-breaking technology. From this association, 
we expect to have at least two new household product lines launched within a 24-month time frame. 


Your Company is on the threshold of a larger horizon, one that we embrace with vigor and enthusiasm. Within 
the foreseeable future, we expect to move from being a company with one technology, albeit a highly successful and 
advanced one in floor care, to a multi-faceted corporation with several products and technologies, competing in 
markets around the world. 


Fiscal 1998 has been a great year for our Company. It came about because of our loyal customers, talented 
employees, enthusiastic suppliers and supportive shareholders. To all of you, thank you. 


We look forward to an exciting 1999. 


On behalf of the Board, 


fonda one Prat 


Kenneth Kelman Allan D. Millman 
Chairman of the Board President and Chief Executive Officer 
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MANAGEMENT’ S DISCUSSION QAR EE GSS 


This discussion and analysis should be read in conjunction with the financial statements and related notes included in the 
1998 annual report to shareholders. 
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Sales 

The Company’s revenue in fiscal 1998 increased 18% from the previous year to $177.6 million. Shipments to the 
United States accounted for 93% of total revenue compared to 97% for fiscal 1997. Unit shipments of vacuums increased 19%, 
and average revenue per vacuum declined marginally (0.4%) reflecting the net effect of changes in mix, translation gains 
resulting from a weaker Canadian dollar relative to the U.S. dollar, and price reductions on some models. Sales of FANTOM® 
vacuums, including related accessories, accounted for 99% of total revenue compared to 98% for the previous year. 

The distribution of revenue between the United States and Canada, and between retailers (including distributors) 
and direct-response programs, was as follows: 


Revenue 
(Millions of Dollars) 


United States Canada Total 

1998 = 1997 1998 1997 1998 1997 

Retail 149.8 123.6 11.3 3.6 ~ 161.1 127.2 
Direct Response 15.6 = 22.3 0.9 0.7 16.4 23.0 
165.4 145.9 12.2 43 177.6 150.2 


Shipments of FANTOM® vacuums to retailers in fiscal 1998 increased 27% from the previous year, due mainly to the 
successful launch of the FANTOM® LIGHTNING® canister vacuum in late November 1997, and the addition of new retailers for 
the Company's line of products in both the United States and Canada. Aggregate sales of all products to the Company’s five 
largest customers were $107.4 million in fiscal 1998 compared with $91.1 million in fiscal 1997. 


Sales through the Company's direct-response programs declined 29%. This was due in part to increased exposure 
of FANTOM® vacuums in retail outlets and in retail advertising, thereby providing end-users with more of an opportunity to 
buy FANTOM® vacuums at their local store, and to a shift in media spending from the long-form 30-minute format to short- 
form (principally 60-second) spots, which the Company believes tend to act more like general advertising. This shift was 
prompted by escalating costs for high-profile, long-form avails in attractive time slots, and a desire to expand audience 
reach beyond that practically available through long-form media. Total media spending was $14.8 million in fiscal 1998 
compared to $11.3 million in the previous year; essentially all of the spending was for television time. 


Cost of Goods Sold 


Cost of goods sold, as a percentage of sales, was 64.0% in fiscal 1998 compared with 64.1% in fiscal 1997. Positive 
impacts on margin included the year-over-year impact of the Company's cost reduction program (approximately 2.5 percentage 
points), and the drop in the value of the Canadian dollar relative to the U.S. dollar net of hedging effects (approximately 2.0 
percentage points). Offsetting these were the effect of a greater proportion of sales being to retailers rather than directly to end- 
users through the Company's direct-response advertising programs (approximately 1.0 percentage point), and of lower margins 
for the FANTOM® LIGHTNING® canister compared with the Company's line of uprights (approximately 3.0 percentage points). 


Selling, General and Administrative Expenses 


Selling, general and administrative expenses increased 13.5% in fiscal 1998 to $47.7 million. As a percentage of sales 
they decreased to 26.8% compared with 28.0% in fiscal 1997. Direct-response media spending and expenses associated with 
mailing out information kits in response to inquiries arising from the advertising increased to $15.6 million from $12.5 million. 
Co-op advertising spending (which is advertising controlled by the retailer which includes the supplier’s product and for which 
the supplier agrees to pay a portion of the costs) increased to $6.9 million from $5.1 million, to support an increase in the 
number of promotional events. Costs associated with warranty repairs and refurbishing of returns decreased to $2.9 million in 
fiscal 1998, from $3.7 million in fiscal 1997, reflecting improved efficiencies in refurbishing processes. The cost of fulfillment 
of direct-response orders decreased to $0.7 million from $1.5 million. 


Net Income 


Net income for fiscal 1998 was $10.3 million compared with $7.4 million for fiscal 1997. The improvement was due 
mainly to the increase in sales and the reduction of selling, general and administrative expenses as a percentage of sales. —_ 
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During fiscal 1998, cash generation from operations was $9.6 million. Non-cash operating working capital increased 
by §3.6 million, due mainly to increases in trade accounts and other receivables ($9.1 million), inventory ($3.4 million), and 
prepaids ($1.3 million), net of increases in accounts payable ($9.1 million) and other payables and accruals ($2.0 million). 
The increase in accounts receivable and payables were due mainly to sales in June 1998 being 44% higher than the year-earlier 
period. Items not requiring cash included depreciation of $1.5 million and a deferred tax provision of $1.1 million. 


Cash in the amount of $0.3 million was provided through the exercise of stock options. During fiscal 1998, 
investments in capital expenditures were $9.3 million, and were mainly for tooling and assembly equipment for the 
Company’s new FANTOM® LIGHTNING® canister and the forthcoming FANTOM® CYCLONE XT™ upright (combined total: $6.5 million); 
to modernize assembly operations at the Company’s Welland, Ontario plant ($0.7 million); for software and hardware to 
support advances in information technology ($0.6 million); and to establish the Company's new operating facility in 
West Columbia, South Carolina ($1.0 million). Investments in deferred charges were $1.2 million and were for the new FANTOM® 
vacuums and for developmental activities relating to new technologies. 


The Company’s net cash position as at June 30, 1998 was $4.6 million compared with $4.7 million at June 30, 1997. 
Key ratios compared to the previous year were as follows: 


As of June 30 1998 1997 
Current Assets to Current Liabilities 1.73 1.95 
Total Liabilities to Tangible Net Worth 0.85 0.77 


The decline in the current ratio and the increase in the ratio of liabilities to tangible net worth were due to the 
increase in inventories and payables at year end. 


Effective June 11, 1998 the Company modified its credit arrangement with a Canadian chartered bank so that it now 
allows the Company to borrow up to $15.0 million for general operating requirements, $4.0 million for capital expenditures, 
and a further $10.0 million as a 366 day revolving component. Interest on the operating line and the 366 day revolving 
component are at the prime rate of the Canadian chartered bank; interest on the capital line is prime plus 1/2%. The 
availability on the operating loan and the revolving component are subject to a formula based upon receivable and 
inventory levels. All loans are secured by a general assignment of book debts, a general security agreement and a mortgage 
over the Company’s assets. The facility was unused as at June 30, 1998. 


Year 2000 Issue 


The year 2000 issue presents a risk for the Company, as it does for many companies, in that unforeseen 
malfunctions could occur in its internal systems or in its transactions with third parties. The Company's SAP enterprise- 
information-technology system is designed to be year 2000 compliant, and the Company is taking reasonable measures to 
ensure that all of its internal systems, as well as those of its significant business partners, are compliant. However, these 
precautions do not ensure that an unanticipated problem will not occur in the year 2000, which could nave an adverse 
material impact on the operations of the Company. 
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The Company believes that its FANTOM® vacuum line is continuing to grow in the United States and Canada as a 
result of the Company’s advertising campaigns, the introduction of new models, broadened exposure among retailers and 
apparent word-of-mouth endorsements by satisfied customers. 


The Company intends to increase its sales of dual-cyclonic FANTOM® vacuums in the United States and Canada by: 
(a) Introducing the new FANTOM® CYCLONE XT™ upright in early 1999; 


(b) Continuing to employ direct-response television as the prime means of building broad-scale consumer 
awareness and demand for FANTOM® products at the retail level; and 


(c) Continuing to focus on expanding distribution and promotional activity for its existing models with retailers. 


The Company has various agreements with the licensor of its dual-cyclonic technology which provide it with the 
exclusive right (except for a special purpose license to a direct marketing company) to sell upright vacuum cleaning devices 
utilizing the dual-cyclonic technology in the United States and Canada, the exclusive right to sell canister and backpack 
products utilizing the technology in the United States and Canada, and the non-exclusive right to sell upright dry-powder 
carpet shampooers utilizing the technology in the United States and Canada. 
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Due to the uncertainties associated with a new product launch, it is not possible to forecast sales of the 
FANTOM® CYCLONE XT™ vacuum, or its effect on net income, with any reasonable degree of accuracy. Up-front spending for 
design and development, tooling, assembly equipment and the production of a new 30-minute TV infomercial and short-form 
TV spots is expected to amount to approximately $6.2 million. Of this amount, $1.6 million was incurred in fiscal 1998. 


The Company has been pursuing a program to acquire and develop new technologies. Most recently, the 
Company entered into a series of agreements with Omachron Technologies, Inc., a Delaware corporation, covering the 
acquisition and development of a number of technologies for various household appliances and other consumer and 
commercial products. The Company intends to spend significant amounts on research and development over at least the 
next three years, with expenditures expected to be not less than $2.0 million per year. In addition, depending on the speed 
with which new products are developed, it could spend as much as $15 million in any given year for tooling, manufacturing 
equipment, and pre-launch marketing expenditures. The Company is targeting to launch at least two new product lines 
within a 24-month time frame. 


Pursuant to agreements entered into during the last year, the Company will have rights to certain proprietary 
technology on a worldwide basis and will be evaluating opportunities for marketing products internationally. The Company 
believes the technologies it is developing and acquiring are significant and that this could lead to substantial business 
growth. Due to the uncertainties associated with the development of the various technologies and the marketing of products 
that would incorporate them, the Company is unable to estimate with any reasonable degree of accuracy the impact on 
results of operations. Spending on the new technologies was $0.9 million in fiscal 1998. 


Given the Company’s extensive sales activities in the United States and manufacturing operations in Canada, the 
Company’s financial results are sensitive to changes in the exchange rate between the Canadian and U.S. dollar. To help offset 
the effect of adverse currency fluctuations, the Company maintains a hedging program consisting mainly of the purchase of 
forward contracts to sell U.S. dollars. As of June 30, 1998 the Company held future contracts to sell $63.0 million U.S. expiring 
at various dates through fiscal 1999 at an average price of $1.41 Cdn; and $37.0 million U.S. expiring at various dates through 
fiscal 2000 at an average price of $1.43 Cdn. A protracted rise in the relative value of the Canadian dollar would have a 
negative effect on net income for the Company. Based on the Company’s fiscal 1998 results, a rise in value of the Canadian 
dollar of 1 cent, without the protection of hedging, would adversely affect net income by approximately $0.7 million. 


The electric floor-care industry is highly competitive and includes the following major competitors: Bissell Inc.; 
Eureka Co.; Hoover Company; Matsushita Electric Works, Ltd.; and Royal Appliance Mfg. Co. Some of these competitors 
have recently introduced new products which compete with the Company’s FANTOM® vacuums; in some instances the 
competitive new products utilize a form of cyclonic action. These competitors, or others, are expected to introduce further 
new products which compete with those of the Company's. The Company is uncertain what effect these products will have 
on its sales or net income. 

The Company believes it is positioned to realize further cost savings as a result of programs initiated during fiscal 
1998 and programs anticipated to be initiated in fiscal 1999. New savings are expected to result from further price reductions 
from suppliers, design modifications to components, further improvements in refurbishing processes, and efficiencies 
gained from higher manufacturing volumes. 


MANAGEMENT oS (R Ess PROINGSs Baas aurea 
FINAN CIAL REP O RST ING 


The accompanying financial statements of Fantom Technologies Inc. have been prepared by the management of the 
Company who are responsible for their integrity and objectivity. To fulfill this responsibility, the Company maintains 
appropriate systems of internal control, policies and procedures to ensure that its reporting practices and accounting and 
administration procedures are of high quality. The financial information presented throughout this Annual Report is consistent 
with the information contained in the financial statements. 


The Company's Audit Committee is appointed by the Board of Directors annually. This Committee meets annually with 
management, as well as the independent auditors, to satisfy itself that management and the independent auditors are each 
properly discharging their responsibilities, and to review the financial statements and the independent auditors’ report. The Audit 
Committee reports to the Board of Directors prior to the Board approving the financial statements for issuance to the shareholders. 


The financial statements have been examined by KPMG, the independent auditors, on behalf of the shareholders. 
Their report outlines the nature of their examination and expresses their opinion on the financial statements of the Company. 


MN le— Pall 


Allan D. Millman, President and Chief Executive Officer 
August 10, 1998 
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We have audited the consolidated balance sheets of Fantom Technologies Inc. as at June 30, 1998 and 1997 and the 
consolidated statements of income and retained earnings and changes in financial position for the years then ended. These 
financial statements are the responsibility of the Company's management. Our responsibility is to express an opinion on 
these financial statements based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards. Those standards require that 
we plan and perform an audit to obtain reasonable assurance whether the financial statements are free of material 
misstatement. An audit includes examining, ona test basis, evidence supporting the amounts and disclosures in the financial 
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, 
as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position 
of the Company as at June 30, 1998 and 1997 and the results of its operations and the changes in its financial position for the 
years then ended in accordance with generally accepted accounting principles. 


KPMG, Chartered Accountants 
Hamilton, Canada 
August !0, 1998 
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Sales 


Cost of goods sold 


Expenses: 
Selling, general and administrative 
Finance charges 


Income before income taxes 
Income taxes (note 9): 


Current 
Deferred 


Net income 
Retained earnings at beginning of year 
Retained earnings at end of year 


Net income per share (note 11): 


Basic 
Fully diluted 


See accompanying notes to consolidated financial statements. 


INCOME AND 


Years ended June 30, 1998 and 1997 


1998 


$ 177,585,454 


113,661,329 
63,924,125 


47,675,507 
48,527 


47,724,034 
16,200,091 


4,799,531 
1,083,033 


5,882,564 
10,317,527 


7,698,105 


$ 18,015,632 


1997 


$ 150,213,517 


96,246,860 
53,966,657 


41,999,459 
464,595 


47,464,054 
11,502,603 


2,675,200 
1,466,800 


4,142,000 
7,360,603 


337,502 


S 7,698,105 


S 0.88 
S 0.86 


CONSOLIDATED BALANCE QR RSISR RS 


SLNToOm VECHNOLOGIES INE. At June 30, 1998 and 1997 
1998 1997 
IMS SIV S 

Current assets: 
Cash and short term deposits S$ 4,609,798 S 4,698,156 
Trade accounts receivable 35,521,922 24,110,635 
Other receivables 1,249,889 3,543,762 
Inventories (note 2) 18,365,622 14,930,359 
Prepaid expenses 2,108,827 802,093 
61,856,058 48 085,005 
Deferred development costs, net of amortization 854,237 ~ 
Property, plant and equipment, net (note 3) 20,495,862 12,675,185 
S$ 83,206,157 $ 60,760,190 


ELVA BI eit eS AWN DSS APAIR E ELODIE RES ae OLUnI Tiny, 
Current liabilities: 


Trade accounts payable 25,517,364 16,384 518 
Other payables and accruals 7,739,732 5,730,879 
Income taxes payable 2,187,133 2,300,306 
Current portion of capital lease obligations (note 5) 224,375 259,319 
35,668,604 24 675,022 

Capital lease obligations, less current portions (note 5) 15,098 238,273 
Deferred income taxes 2,509,233 1,426,200 


Shareholders’ equity: 


Share capital (note 6) 26,997,590 20,013,790 
Special warrants (note 7) - 6,708,800 
Retained earnings 18,015,632 7,698,105 
45,013,222 34,420,695 

S$ 83,206,157 $ 60,760,190 


See accompanying notes to consolidated financial statements. 


On behalf of the Board: Ain L Li Dee. Alle Vo ab 


Director Director 


CONSOLIDATED STATEMENT S (@xgeg NIX Rem sauna 
FINANCIAL POSITION 


FA NT OM IF CH NN © LtOre tes” I We - Years ended June 30, 1998 and 1997 
1998 1997 
CAS He PR OV [DED BY GU S-E:D VF OR): 
Operations: 
Net income S$ 10,317,527 S 7,360,603 
Items not requiring cash: 
Depreciation 1,484,330 979,003 
Loss (gain) on sale of property, plant and equipment = 52,153 
Deferred tax provision 1,083,033 1,466,800 
Amortization of deferred development costs 299,573 - 
Change in non-cash operating working capital (note 12) (3,562,587) (4 458 564) 
9,621,876 5,399,995 
Financing: 
Proceeds from capital leases = 160,334 
Payments on capital leases (258,119) (260,488) 
Issuance of common shares and special warrants 275,000 7,100,620 
Deferred tax benefit related to issuance of special warrants - (163,800) 
16,881 6,836,666 
Investments: 
Additions to property, plant and equipment (9,305,007) (5,910,165) 
Change in non-cash working capital relating to investments (note 12) 731,702 - 
Additions to deferred development costs (1,153,810) - 
Proceeds on disposal of property, plant and equipment = 11,750 
(9,727,115) (5,898,415) 
Increase (decrease) in cash position (88,358) 6,338,246 
Cash position at beginning of year 4,698,156 (1,640,090) 
Cash position at end of year $ 4,609,798 S 4,698,156 


Cash position is defined as cash and short term deposits less loan payable. 


See accompanying notes to consolidated financial statements. 


NOTES TO CONSOLIDATE D (RgRRIXRAN eel iy Ns Rises Oy. bed) | 


FAN TOM VECHNOLOGIES INE. Years ended June 30, 1998 and 1997 


The Company is incorporated under the Business Corporations Act (Ontario). The principal business activities are 
the design, manufacture and sale of vacuum cleaning devices. On May |, 1997, lona Appliances Inc. legally 
changed its name to Fantom Technologies Inc. 


le SIGNIETCANT ACCOUNTING POLICIES: 


(a) 


(b) 


(c) 


(d) 


(e) 


These financial statements have been prepared on the basis of accounting principles generally accepted in 
Canada. The most significant of the policies followed by the Company are as follows: 

Basis of consolidation: 

The consolidated financial statements include the accounts of the Company's 100% owned subsidiaries: 
Fantom Technologies Direct, Inc.; Fantom Technologies USA Holdings, Inc.; Fantom Technologies USA, Inc.; and 
Fantom Technologies Intellectual Property, Inc. 

Inventories: 


Inventories are stated at the lower of cost (first-in, first-out method) and net realizable value. 


Property, plant and equipment: 


Property, plant and equipment are stated at cost. Depreciation is computed by the straight-line method over 
the estimated useful asset lives at the following rates: 


Asset Rate 
Building 2.5% 
Machinery and equipment 10.0% 
Tools and dies 10.0% to 257% 
Furniture and fixtures 10.0% 
Computer equipment 20.0% 


Amortization of equipment under capital lease: 


Amortization of equipment under capital lease is included in depreciation expense. Such amortization is 
computed by the straight-line method using rates of 10% to 20% per year. 


Research and development: 


Expenditures for research are expensed as incurred. Expenditures for development of new products to be sold 
are capitalized when management determines that the product is technically and commercially feasible, 
otherwise they are expensed as incurred. Deferred development expenses are stated at cost and are amortized 
over a period of 2 to 5 years. 


(f) Pension costs: 
The assets of the defined benefit pension plans are recorded at market values. The pension expense for the year 
includes adjustments for plan amendments and experience gains and losses which are being amortized on a 
straight-line basis over the expected average remaining service life of each plan's participants. 

(g) Segmented information: 


The Company operates in one industry segment, being the design, manufacture and sale of vacuum cleaning 
devices. Sales made to customers located in the United States amounted to $165,391,000 (1997: $145,857,000). 


Sales to two customers for the year ended June 30, 1998 amounted to approximately 35% (1997: 37%) of total 
Company sales. 


At June 30, 1998 receivables outstanding from these sales were $9,977,000 (June 30, 1997: $7,179,000). 


(h) Foreign currency translation: 


The translation of foreign currency denominated balance sheet accounts is performed using current exchange 
rates in effect at the balance sheet date and for sales and expense accounts using average exchange rates during 
the period. Foreign exchange losses for the year ended June 30, 1998 of $194,000 (1997: $553,000) resulting from 
translation are included in the results of operations for the year. 


(i) Revenue recognition: 
Sales and related costs are recorded by the Company upon shipment of products. 


(j) Warranties: 


The Company records a warranty accrual for estimated claims. The warranty on the Fantom products is for two 
years. It is the Company's practice to classify the entire warranty accrual as a current liability. 


(k) Use of estimates: 
Management of the Company has made a number of estimates and assumptions relating to the reporting of 
assets, liabilities, revenue and expenses and the disclosure of contingent assets and liabilities to prepare these 
financial statements in conformity with generally accepted accounting principles. Actual results could differ 
from those estimates. 


(1) Derivative financial instruments: 


The Company uses derivative financial instruments to reduce the risks related to exchange rate fluctuations on 
certain transactions. Accordingly, the Company defers any unrealized gains and losses on these instruments 
until such time that the underlying transactions are realized. 


Burs INI AESNGTRORRGIpES Se 
Inventories are summarized as follows: 
1998 1997 
Raw materials § 5,450,094 $ 4,458,126 
Finished goods : 12,915,528 10,472,233 
we aes $ 18,365,622 S$ 14,930,359 


EOE IS SE ie eR 


25 Mee, MiNi ZAIN 12 @PW IP Mle wl Us 


1998 1997 

Accumulated Net book Net book 

Cost depreciation value value 

Land S 81,204 S - $ 81,204 S 81,204 
Building 1,280,256 204,099 1,076,157 811,886 
Machinery and equipment 4,494 949 745,343 3,749,606 2,823,866 
Tools and dies 12,860,274 3,215,726 9,644,548 3,914,597 
Furniture and fixtures 993 539 273,463 720,076 433,193 
Computer equipment 2,085,059 268,985 1,816,074 1,436,963 
Equipment under capital lease 776,815 287,285 489,530 633,170 
Construction in progress 2,918 667 - 2,918,667 2,540,306 


§ 25,490,763 $§$ 4994901 $ 20,495,862 S$ 12,675,185 


le EOvAINS EA Gi Eli vee 


The Company has a credit facility with a Canadian chartered bank which currently allows the Company to borrow up to a 
maximum of $15,000,000 for general operating requirements, $4,000,000 for capital expenditures and a further $10,000,000 
as a 366 day revolving component. The operating line and revolving component are subject to an availability formula 
based on trade accounts receivable and inventory. Interest on the operating line and revolving component is calculated 
at the prime rate of the Canadian chartered bank (6.5% at June 30, 1998) and on the capital component at the prime rate 
plus 1/2%. The revolving component has an additional 1/8% per annum standby fee on the daily unused portion. Any 
borrowings under this agreement are secured by a general assignment of book debts, a general security agreement and 
a mortgage over all the Company's assets. 


Prior to the current agreement becoming effective, the Company had a financing agreement with Commcorp Financial Services 
Inc. During the term of the agreement a service and administration fee, calculated as a percentage of sales, was also payable. 
This fee for the year ended June 30, 1997 was $308,000 and was included in selling, general and administrative expenses. 


At June 30, 1998, the unused amount available under the facility was $29,000,000 (1997: $17,000,000). 


Bes CAPITAL SEAS EO Bel GrAT yO INES: 


Future minimum lease payments, by year and in aggregate, under capital leases are as follows: 


1998 1997 
Fiscal year: 

1998 $ = S$ 289,147 
1999 232,749 232,749 
eee | ee oS eee ae 

Total minimum lease payments 247,941 537,088 
Amount representing interest (at rates of 4.2% to 10.1%) es AS ee 
Present value of net minimum lease payments 239,473 497,592 
Less current portions 224,375 259,319 

$ 15,098 Sy 238273 


he) ee eros eee NC: 


62 SHARE CAPITAL: 


(a) Capital stock: 


The authorized share capital of the Company consists of an unlimited number of common shares, an unlimited number 
of class A, preferred shares, issuable in series and an unlimited number of class B, preferred shares, issuable in series. 


The issued share capital of the company is as follows: 


1998 1997 

Common shares (note 6(b)) S$ 26,997,590 S18 W532 
Series 1, Class A, preferred shares (1997: 1,581,748) = 1,902,258 
$ 26,997,590 $ 20,013,790 


During the year, the 1,581,748 series 1, class A preferred shares were converted into 1,598,915 common shares. 
At June 30, 1998, there were no series |, class A preferred shares issued and outstanding. 


(b) Changes in common shares: 


Shares Amount 
Outstanding at June 30, 1996 6,663,093 $ 17,719,712 
Exercise of compensation warrants 33,600 199 820 

Exercise of stock options = = ; / ; 115,000 : 192,000 
Outstanding at June 30, 1997 6,811,693 18,111,532 
Conversion of preference shares to common shares 1,598,915 1,902,258 
Exercise of special warrants 500,000 6,708,800 
__ Exercise of stock options _ =_ = = ae 40,000 275,000 —— 

Outstanding at June 30, 1998 8,950,608 $ 26,997,590 


(c) Stock option plans: 


The Company has established a Key Employees’ Stock Option Plan and an Outside Director Share Option Plan. Options to 
purchase common shares of the Company under the Plans may be granted by the Board of Directors to certain employees 
and directors of the Company. In addition, the Board of Directors may grant options to independent consultants. 

The exercise price for the common shares covered by the foregoing option arrangements is determined by the Board of 
Directors, but must not be less than the fair market value of the common shares at the time of the grant of the option. 


Changes in the outstanding stock options relating to the plans. 
Option Price 


Number of Range Per 

Shares Share 

Outstanding at June 30, 1996 227,500 $1.10 to $ 8.50 
Granted 350,000 $9.30 to $12.30 
Cancelled (2,500) $ 3.90 
Exercised 7 tor oe ) _ (115,000) $1.10 to $ 4.80 
Outstanding at June 30, 1997 460,000 $3.90 to $12.30 
Cancelled (32,500) $12.30 
Exercised (40,000) $3.90 to $ 9.30 


Outstanding at June 30, 1998 387,500 $3.90 to $12.30 


The outstanding options have an average exercise price of $9.75 and expire at various dates in the period from 
October 30, 1998 to April 16, 2002. 


Tas SPECIAL WARRANTS: 


On June 27, 1997, the Company issued and sold 500,000 special warrants of the Company for gross proceeds of 
$7,000,000 pursuant to an underwriting agreement between the Company, Sprott Securities Limited and 
Newcrest Capital Inc. (collectively, the “Underwriters”). The net proceeds of $6,545,000, after deducting the 
Underwriters’ fee of $280,000 and the expenses of the offering of $175,000, were reflected in the financial 
statements as at June 30, 1997. Corporate income tax recoveries, relating to the issue costs, of $163,800 were also 
reflected in the financial statements as at June 30, 1997. 


On October 10, 1997, subsequent to receipt of the final prospectus by the securities regulatory authorities, the 
special warrants were exercised and 500,000 common shares were issued. 


3 PENSION PLANS: 


The Company has established two pension plans which cover substantially all of its employees. One plan is a defined 
benefit plan and the other has both a defined benefit and a defined contribution component. As at June 30, 1998 the 
accrued benefit obligation of the defined benefit pension plans was approximately $3,920,000 (June 30, 1997: $3,561,000) 
and the market value of the related pension fund assets was $4,188,000 (June 30, 1997: $3,862,000). 


9. COMPONENTS © CONSOLIDATED INGCOMIE TAKES: 


1998 1997 

Provision based on statutory combined federal and 
provincial income tax rates (1998: 44.6%, 1997: 44.6%) $ 7,225,000 $ 5,130,000 
Manufacturing and processing profits deduction (1,458,000) (1,035,000) 
Other 115,564 47,000 
$ 5,882,564 - § 4,142,000 


IO. COMMIT MVEIN WS ¢ 


(a) Under various technology transfer agreements, the Company has an obligation to pay royalties based upon sales 
of products using dual-cyclonic technology. In some instances, the Company must pay a minimum annual royalty 
in order to preserve the exclusive nature of its rights. Minimum royalty payments for 1999 amount to approximately 
31,148,000. The agreements extend until the basic patents expire with bi-annual adjustments in the royalty rate 
based on the change in the consumer price index. The first of the basic patents does not expire until 2003. 


(b) At June 30, 1998 the Company had committed to spend $4,203,000 for equipment and tooling. 


Mle Wiley INCOME PER Si /NIRIE es 


Basic net income per share has been calculated using the weighted monthly average number of common and series 1, class A 
preferred shares outstanding during the respective years. These were 8,777,290 shares for 1998 and 8,363,599 shares for 1997. 
The 1998 net income for the calculation of fully diluted net income per share has been increased by $95,000 (1997: $73,000) 
being the after-tax effect of the investment at 4% of the proceeds of the exercise of the stock options and warrants mentioned 
in note 6, and assuming that the exercise occurred at the later of the beginning of the year and the issue date. The number of 
shares outstanding for purposes of calculating fully diluted net income per share was 9,340,608 for 1998 and 8,621,003 for 1997. 


MO oe, ee See eae etre yee ee, tes 
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Changes in non-cash operating working capital are as follows: 


1998 1997 
Trade accounts receivable § (11,411,287) $ (6,905,981) 
Other receivables 2,293,873 (1,834,134) 
Inventories (3,435,263) (1,055,450) 
Prepaid expenses (1,306,734) 927,861 
Trade accounts payable 9,132,846 1,906,941 
Other payables and accruals 2,008,853 361,893 
_ Income taxes payable - 7 ee C 7 (113,173) 2,140,306, 
a : $ (2,830,885) S (4,458,564) 
Relating to operating activities $ (3,562,587) S (4,458,564) 
Relating to investing activities 7 : - 731,702 - 


—$ (2,830,885) $4,458,564) 


DB. TeV INI AINIE ANTE INS 1 IR AWM INDI Sy 


(a) Foreign currency rate risk: 


The Company realizes a significant portion of its sales in foreign currencies and enters into various types of 

foreign exchange contracts in managing its foreign exchange risk. The Company does not hold or issue - 
financial instruments for trading purposes. At June 30, 1998, the Company held forward foreign exchange 

contracts with an aggregate notional amount of $100,000,000 to sell U.S. dollars at an average rate of 1.4142 Canadian 

per U.S. dollar expiring at various dates to January, 2000. At June 30, 1998, these contracts had a negative 
fair-market value of $4,634,000 based on quotations from the Company's bank of which $434,000 is reflected 

in other payables and accruals and the recognition of the remainder has been deferred to match the 
recognition of the anticipated sales being hedged. 


During the year, the Company settled certain foreign exchange contracts prior to their maturity dates. As a 
result, gains of $682,000 have been deferred to match the recognition of the anticipated sales being hedged 
on the original maturity dates. 
(b) Credit risk: 

The Company does not have a significant exposure to any individual customer other than the customers 
previously noted in note 1(g). The Company reviews a new retail customer's credit history before extending 
credit and conducts regular reviews of its existing retail customers’ credit performance. The Company 
currently obtains credit insurance coverage from the Export Development Corporation on most domestic and 
export retail sales. Credit extended on sales made directly to individuals is based on credit card authorization. 
An allowance for doubtful accounts is established based upon factors surrounding the credit risk of specific 
customers, historical trends and other information. The allowance for doubtful accounts at June 30, 1998 was 
$702,280 (1997: $583,773). 


REE ranrom tecnnorocies tne. 


eS WINER W/NIIN Ye IDWe TO Pile WEAR ZOO® ISS Wes 


The Year 2000 Issue arises because many computerized systems use two digits rather than four to identify a 
year. Date-sensitive systems may recognize the year 2000 as 1900 or some other date, resulting in errors when 
information using year 2000 dates is processed. In addition, similar problems may arise in some systems 
which use certain dates in 1999 to represent something other than a date. The effects of the Year 2000 Issue 
may be experienced before, on, or after January |, 2000, and, if not addressed, the impact on operations and 
financial reporting may range from minor errors to significant systems-failure which could affect an entity's 
ability to conduct normal business operations. It is not possible to be certain that all aspects of the Year 2000 
Issue affecting the entity, including those related to the efforts of customers, suppliers, or other third parties, 
will be fully resolved. 


Pn SWISS OUMEIN WT TE N/E INDI 3 


On August 10, 1998, the Company entered into arrangements with Omachron Technologies, Inc. (Omachron) 
covering the acquisition and development of a number of technologies for various household appliances and 
other consumer and commercial products. Also, the Company has agreed to issue to Omachron 50,000 common 
shares, and a warrant to purchase an additional 20,000 common shares, for an aggregate subscription price of 
$808,700. The warrant will become exercisable on August 10, 2000 and will be exercisable for three years 
thereafter at a price of $16.17 per common share. The issuance of the shares and warrant is subject to stock 
exchange approval. 
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